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SRI LANKA - KEY ECONOMIC INDICATORS 


Unless otherwise indicated, all 
values in millions of rupees 
and represent period averages 


INCOME, PRODUCTION, EMPLOYMENT- 
GNP at Current Prices 
GNP at Constant (1959) Prices 


Per Capita GNP, Current Prices (Rs.) 
Gross Domestic Capital Formation 


Value of Industrial Production 


Indices of Real Wages: (1952=100) 


Agriculture 

Industry and Commerce 
Labor Force (million) b/ 
Avg. Unemployment Rate (%) b/ 


MONEY AND PRICES 
Money Supply (M1) (Dec. 31) 
Interest Rates: (%) 
Central Bank Discount 
Commercial Bank Loans: 
Maximum 
Minimum 
Colombo Cost of Living Index 
(1952=100) c/ 


ae 


Current exchange rate; U.S. $1.00 = Rs. 8.69 a/ 


Average exchange rates per U.S. 1.00 a/ 
1974 = Rs. 6.67 
1975 = Rs. 7.02 
Jan.-Nov. 1976 = Rs. 8.40 


1974 


19,694 
10,730 
1,470 
3,140 
4,094 


14.0 
5 


4. 
6. 


185.8 198.3 


BALANCE OF PAYMENTS AND TRADE ($ min) d/ 


Gross External Assets (Dec. 31) 
External Public Debt (Dec. 31) 
Annual Debt Service 
Balance of Payments e/ 
Balance of Trade 
Exports, FOB 
U.S. Share 
Imports, CIF 
U.S. Share 


133 108 
437 481 
103 146 
- 91 - 23 
-190 -202 
510 558 
36 31 
700 760 
22 48 


35 


55 


Main Imports from U.S. (1975): Foodgrains, 32; fertilizers, 6; machinery, 3; 
textiles, 1; transport equipment, 1. 


Official rates: 65% increase applicable to luxury imports, nontraditional exports, 
and tourists. 

Based on Central Bank surveys in 1973 and 1975 which are not exactly comparable. 
Index based on Government controlled prices 

Converted from rupees at appropriate official exchange rates 

Basic Balance (Current Account Balance + Net Long Term Capital) 


Sources: Central Bank of Ceylon Annual Reports and Monthly Bulletins 





SUMMARY 


Weather dominated Sri Lanka's economy in 1975 and 1976 as severe drought resulted 
in poor paddy harvests in both years. Increased output in the manufacturing and 
services sectors boosted real GNP growth slightly to 3.6 percent in 1975, but 
current forecasts call for.a lower rate of growth in 1976. Rains in the latter 
part of 1976 are the basis for Government predictions of improved paddy production 
and economic growth next year. 


Although the economy's prospects for 1977 are the best in several years, basic 
structural problems remain. These problems are highly interrelated and include: 
(a) inadequate domestic food production, (b) a continuing dependence on three 
basic agricultural products for most of the country's foreign exchange earnings, 
(c) a steady increase in domestic and foreign debt, and (d) underutilization 
of productive capacity and high unemployment. Moreover, Government policies 
continue to emphasize state control of the economy, income redistribution, and 
subsidized consumption rather than investment and growth. 


For American exporters, Sri Lanka presents limited but worthwhile opportunities. 
Bids on Government tenders with generous credit terms provide the best prospect 
of increasing U.S. sales. On the other hand, incentives and legal protection 
offered to foreign investors are inadequate, and the Government's attitude 
toward such investment remains uncertain. 


CURRENT ECONOMIC SITUATION AND TRENDS 
Economic Growth 


According to Central Bank estimates, GNP in 1975 reached Rs. 21.9 billion 
(approximately $3.1 billion at the average annual official exchange rate for 
1975). Real GNP grew 3.6 percent in 1975, up slightly from 3.4 percent the 
previous year. The rate of economic growth in 1975 was a modest improvement over 
the average 2.8 percent rate of expansion since 1970, but was still relatively 
sluggish when compared to the 5 percent annual growth recorded during the decade of 
the 1960's. Major contributions to the increase in real GNP during 1975 came from 
the manufacturing and service sectors, which accounted for 13.2 and 13.6 percent, 
respectively, of GNP. Agriculture continued to be the most important sector of 
the economy, but its share of GNP declined gradually from 34.2 percent in 1970 

to 32.4 percent in 1975. Although production of the three major plantation crops 
of tea, rubber and coconuts increased, a sharp drop in paddy (unmilled rice) 
output kept the agricultural sector stagnant in 1975. Another poor paddy harvest 
and an apparent slackeningin the growth of manufacturing are expected to limit 
real GNP growth to 2-3 percent in 1976. Government experts are forecasting a 

4 percent real growth rate for 1977, but unpredictable weather conditions will 
largely determine the actual growth of the economy. 


Agriculture 


Food: The failure of monsoonal rains in the major paddy producing areas of the 
northeast dry zone resulted in a 1975 harvest of only 55.3 million bushels of 
paddy (equivalent to approximately 745,000 metric tons of milled rice), a 28 
percent decline from 1974. Drought reduced the acreage sown and the average yield 
per acre. Weather conditions deteriorated further in 1976, and, despite Government 
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subsidies and an increase in acreage, total paddy production this year is expected 
to be no higher, and perhaps even less, than 1975. Heavy rains in October and 
November, 1976, give hope that the drought has ended, and the Government is 
optimistically predicting a paddy harvest of 70 to 80 million bushels in 1977. 

The production of other food crops was mixed; while the output of maize, sorghum, 
potatoes, and cowpeas improved, production of manioc, which is the second most 
important food crop, fell 10 percent in 1975. 


During the past eighteen months, the Government has taken several steps to increase 
paddy production. Following a nearly 370 percent increase in fertilizer prices in 
1974, prices to the farmer were reduced substantially as a result of the 
introduction of a Government subsidy of 50 percent on fertilizer and an easing of 
world fertilizer prices. In October 1975, the Government removed all controls 

on the private trade and transport of paddy and rice which resulted in a 
significant reduction and leveling of prices throughout the island. The system 

of rural bank branches was expanded, and a new crop insurance scheme for paddy 
farmers was introduced. Another significant development was the opening in 
January 1976 of the first stage of the Mahaweli river diversion and irrigation 
project which is planned to double the amount of irrigated land by the year 2000. 


Under the Government's food distribution system, nearly all Sri Lankans receive 
one free pound of rice per week and a second pound at a subsidized price. The 
Government also distributes sugar and wheat flour at subsidized prices. In 

July, 1976, the Government price of flour and bread was cut about 20 percent. In 
presenting the 1977 budget in early November, the Finance Minister announced 

an increase in the amount of sugar available at the subsidized price (from three- 
fourths to one pound per person weekly) and a further reduction in the price of 
flour and bread. Although the Government has halved the amount of rice ration 
over the past three years, the cost of food subsidies still accounts for about 20 
percent of total current expenditures. Moreover, with the large shortfall in paddy 
production in 1975 and 1976, the Government has been forced to increase its 
imports of rice and flour, adding to the already considerable balance of payments 
burden. 


Plantation Sector and Land Reform: Tea, rubber, and coconut products account for 
about three-fourths of the value of Sri Lanka's exports. Production of all three 
commodities rose in 1975, but the first seven months of 1976 saw declines in the 
output of tea and coconuts. As the country's principal foreign exchange earner, 
the tea industry is of critical importance to Sri Lanka's economic well being. 

A combination of good production and high world prices resulted in a 35 percent 
increase in export earnings (in dollar terms) in 1975. The first seven months 

of 1976, however, saw an 11 percent drop in production (due partially to 

drought, but also as a result of problems related to the 1975 nationalization 

of the tea estates) and an easing of world tea prices which reduced the dollar 
value of exports by almost 26 percent compared to the same period in 1975. 

The coconut industry achieved the apparent paradox of falling production hand-in- 
hand with increased export volume. Despite this increase in volume, lower world 
prices reduced the value of coconut exports by almost 7 percent in 1975 and 27 
percent in the first seven months of 1976. The volume of rubber production and 
exports rose appreciably in 1975, but declining world prices cut Sri Lanka's 
export income by 15 percent. A rapid upswing in prices in 1976 reversed this 
trend, and export earnings rose 17 percent in January-July this year. 
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Under the Land Reform Law of 1972 all agricultural land owned by individuals or 
private companies in excess of 50 acres (25 acres in the case of paddy land) 
was taken over by the Land Reform Commission. The 1975 amendment to the law 
included estate lands owned by public corporations which had previously been 
exempt. By the end of 1975 the nationalizations had been completed, and the 
Government controlled 63 percent of all tea lands, 32 percent of rubber land, 
and 10 percent of the coconut producing areas. The previous owners, both local 
and foreign, have reached agreement with the Government on compensation. 


Industrial and Mineral Production 


After several years of lackluster performance, industrial production rose 
dramatically in 1975. In real terms, output increased 15.5 percent, with the 
manufacture of food products, paper, and textiles registering the largest gains. 
Most of the increased production came from privately owned concerns; the output 
of public sector corporations increased only one percent in real terms. The 
main impetus to increased production came from higher foreign exchange 
allocations for the importation of raw materials. This enabled the industrial 
sector as a whole to increase its capacity utilization from 40 percent in 1974 
to 54 percent in 1975. However, while the production of consumer goods rose, 
output of chemicals, petroleum products, and metal products declined. As a 
consequence, industrial exports stagnated in 1975. While only fragmentary 
statistics are available on the performance of the industrial sector in 1976, 
it appears that production may not be as buoyant this year. For reasons yet 
unknown, manufacturers are not using all of the foreign exchange allocated to 
them for raw material imports. The two explanations commonly given for this 
unusual occurrence are uncertainty about future economic and political develop- 
ments, and Government price controls. Periodic Government takeovers of 

private firms, the generally slow growth of the economy, and concern about the 
elections scheduled for 1977 have combined to make businessmen very cautious. In 
addition, the Government has rapidly increased the coverage and enforcement of 
price controls which have reduced, and in some cases eliminated, profit 
margins. This has acted as a disincentive to the production of many industrial 
and consumer goods, and the importation of raw materials is running below last 
year's levels. 


Since ancient times Sri Lanka has been famous for its precious and semi-precious 
gems which now account for about 75 percent of the value of the island's mining 
output. Gem exports are increasing at a very rapid rate: up 35 percent in 1975 
and 41 percent in the first seven months of 1976. The production and export of 
graphite, on the other hand, has declined since 1974. Geophysical surveys have 
shown that Sri Lanka is a promising site for oil exploration. However, several 
exploratory wells drilled by Soviet technicians in the northwest coastal area, 
and two off-shore wells drilled by the Marathon Petroleum Corporation have so 
far not confirmed the existence of commercially exploitable reserves. 


Prices, Wages, and Employment 


As measured by the Colombo Consumer's Price Index, the cost of living rose 6.7 
percent in 1975 and only 0.7 percent from August 1975 to August 1976. This is 
well below the 12.3 percent increase in 1974. The easing of inflationary 
pressures followed the downward trend in world prices of food. Government price 





controls and food subsidies have also helped to restrain price increases. It 
should be noted, however, that the market basket of goods used in the Colombo Index 
was last revised in 1952 and may no longer reflect actual consumption patterns. 
In addition, controlled prices are used in calculating the Index even though some 
goods may only be available at much higher prices in either the open or the black 
market. For example, due to the Government's weekly free pound of rice, the 
price of rice used in the Index is zero rather than the unsubsidized open-market 
price which fluctuates between $0.15 and $0.25 per pound. In comparison with 

the implicit GNP deflator, which indicated price rises of 25.7 percent in 1974 
and 7.5 percent in 1975, the Colombo Index underestimates the true rate of 
inflation. 


The slower rate of inflation contributed to the real increase in wages during 
1975. According to Central Bank indices, real wages rose 7.6 percent for 
agricultural workers and 9.3 percent for workers in industry and commerce. The 
most important factor, however, was a Government directive to private sector 
employers to increase wages of certain low-income workers and to increase all 
wages in step with the cost-of-living adjustments made in Government salaries. 


Unemployment continues to be a major problem despite various Government programs 
to promote employment. The latest Central Bank survey shows that almost one 
million people (about 20 percent of the labor force) were unable to find work in 
early 1975 while an additional 650,000 were underemployed. These figures 
indicate the situation has grown worse since the previous survey in 1973 (the 
two surveys are not exactly comparable) which listed 18.3 percent of the work 
force as unemployed. Both surveys indicated unemployment was highest in the 
15-29 year age group. 


Monetary and Fiscal Developments 


During 1975 the money supply (cash and demand deposits) rose a modest 4.8 percent. 
This expansion was due to a relatively small amount of credits from the banking 
system to the Government to help cover the Rs. 2,683 million ($382 million) 

budget deficit that year. The 1975 deficit was equivalent to 32 percent of total 
expenditures and 12.2 percent of GNP. The bulk of the deficit was financed 

by nonbank domestic borrowing (39 percent) and foreign loans and grants 

(42 percent). 


Developments in 1976 have been less stable. The most recent budget estimates 
for this year show higher expenditures and lower revenues than originally fore- 
cast at the beginning of the year. The deficit for 1976 is now expected to be 
some 10 percent above 1975. Of even greater concern is the Government's 
increased use of expansionary Central Bank financing, which has been a major 
factor in the 25 percent jump in the money supply during the first eight months 
of this year. A buildup of external assets, due to the unexpected low level of 
imports, has also contributed to the rapid increase in money. Although the 
Central Bank has recently tightened bank reserve requirements and has imposed a 
ceiling on commercial bank lending for consumption purposes, there is considerable 
concern about the inflationary impact this sharp increase in liquidity may have. 


The Government's budget for 1977 presented to Parliament in early November, calls 
for a 3 percent increase in spending and a 9 percent rise in income over 1976. 
The 1977 deficit is projected at a somewhat lower level than this year's, but 
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details of financing are vague and heavily dependent on foreign loans and grants. 
The budget estimates for 1977 do not take into account the possibility of higher 
oil prices adding to the Government's expenses. 


Balance of Payments 


Trade: The traditional deficit in merchandise trade deteriorated further in 1975 
to reach $202 million, or about 6.3 percent more than the previous year. 

Despite a $48 million increase in exports, due entirely to the 35 percent jump 
in export earnings from tea, imports rose by some $60 million. Increased 
imports of rice and wheat flour, and higher world prices for flour accounted for 
most of the rise in the cost of imports. Sri Lanka's terms of trade, which have 
dropped steadily over the past ten years, continued to fall in 1975: lower 
export prices and a further increase in import prices depressed the terms of 
trade index to 46 (1966=100), down 20.6 percent from 1974. 


In the first seven months of 1976, the trade deficit amounted to only $27 
million, a sharp contraction from the $172 million deficit recorded in the 

same period of 1975. Although the value of exports dropped about 17 percent, 
principally because of lower tea and coconut earnings, the value of imports 

was down 38 percent. Reduced food grain prices in 1976 contributed to the 
lower level of imports, but the main reason for the decline in imports seems to 
be the under-utilization of foreign exchange allocations discussed above. 
Imports are expected to pick up in the latter part of the year, however, and 
the projected trade deficit for 1976 is only slightly less than in 1975. 


Aid and Foreign Debt: During 1975 Sri Lanka received $200 million in foreign 
aid ($171 million net after amortization) which was the major source of 
financing for the trade deficit. By the end of the year, the country's total 
foreign debt had risen to $481 million, an increase of $44 million from a year 
earlier. External debt service during 1975 rose more than 40 percent over 
1974 and amounted to a high 22.9 percent of earnings on the export of goods 
and services. At the end of August 1976, total foreign debt was $531 and the 
debt service ratio for 1976 will probably be even higher than it was in 1975. 


Foreign Exchange: Gross external assets fell $25 million in 1975 to $108 million 
at the end of the year (no data are available on net external assets). Only 
about $8 million of the decline can be attributed to the balance of payments, 
however. The remaining portion of the drop was due to the fact that from 
December 1974 to December 1975 the rupee, which was tied to the pound sterling, 
depreciated 13 percent against the dollar. A large portion of Sri Lanka's 
external reserves are held in sterling assets. The rupee fell another 11 percent 
against the dollar from the end of 1975 until May 24, 1976, when the Central 
Bank severed the link with the pound and tied the rupee to a trade-weighted 
basket of currencies. Since May 24, the rupee/dollar rate has fluctuated 
somewhat, but the average rate has been very close to the current exchange 

rate of Rs. 8.69 per dollar which represents a 23 percent depreciation since 

the end of 1974. At the end of August 1976, gross external assets had risen 

to $133 million (equivalent to 9-10 weeks of imports). This buildup is the 
result of lower imports, and a drawdown is expected by the end of this year. 





In the longer run, the depreciation of the rupee in 1975 and early 1976 should 
help increase the foreign demand for Sri Lanka's products, Supply constraints, 
however, may prevent the country from taking full advantage of export 
opportunities. 


IMPLICATION FOR THE UNITED STATES 
Trade 


United States-Sri Lanka trade is not large. In 1975, imports from the U.S. 
(including freight) amounted to $48 million (6.3 percent ot total imports), 
over half of which consisted of PL 480 wheat flour. This was more than double 
the value of imports from the U.S. in 1974 due to a large increase in the 

PL 480 program. Exports to the U.S. totaled $31 million in 1975, mostly tea 
and some rubber. The smallness and remoteness of Sri Lanka's market, coupled 
with its relatively low level of economic activity and the chronic shortage of 
foreign exchange, limit the country's potential for American exporters. In 
1975 the U.S. ranked seventh, after the People's Republic of China, Saudi Arabia, 
Japan, Australia, France, and Thailand, as a supplier of imports. Despite 
stringent import restrictions, U.S. firms may be able to develop sales through 
response to Government tenders. Food grains (in addition to PL 480), light 
machinery for industry, agricultural machines, office equipment, hardware, 
chemicals, and pharmaceuticals are imported on a monopoly basis by Government 
entities for retail sale to the public. Many other items are imported 
directly by Government agencies for their own use. Information on Government 
tenders is available through the U.S. Department of Commerce and from the Sri 
Lanka Embassy in Washington. Favorable credit terms are almost invariably 

an element in winning supply contracts. 


Investment 


U.S. direct investment in Sri Lanka is presently estimated at approximately $2 
million. Because of the nationalization of tea estates and other foreign-owned 
companies, total foreign direct investment has declined over the past twenty 
years. With the notable exception of Japanese joint ventures in the local 
production of ceramics and textiles for export, and foreign participation in 
tourist hotels, there has been virtually no new foreign direct investment in Sri 
Lanka in recent years. While the June 1972 White Paper entitled "Policy of the 
Government of Sri Lanka on Private Foreign Investment" encourages such investment, 
a long history of Government takeovers of both foreign and locally owned 
businesses has made investors wary. 


Following the September 1975 departure of the Trotskyite Marxist LSSP Party from 
the United Front Government (leaving the Sri Lanka Freedom Party dominant with the 
Communist Party holding one ministerial portfolio) there appeared to be a shift 
toward more pragmatic economic policies. In his November 1975 budget speech before 
Parliament, the newly appointed Finance Minister Felix Bandaranaike proposed a 
Foreign Investment Authority Law to give specific legal guarantees for the 
repatriation of capital, profits, and dividends, and to limit the conditions under 
which the Government would nationalize a foreign company. He also invited existing 
and new foreign banks to participate in financing the country's development. 

Strong political opposition, however, has prevented implementation of these 
proposals. 





In an apparent reversal of policy, the Finance Minister said in his November 
1976 budget speech that he will introduce legislation to nationalize all 
foreign banks in Sri Lanka not already nationalized in their own countries. 
Negotiations are now underway between the Government and representatives of 
the three British banks affected. 


Despite the serious constraints discussed above, the Japanese have shown that 
foreign investors who are prepared to utilize local raw materials and labor 
intensive methods to manufacture for export can operate successfully in Sri 
Lanka. Interested American firms, however, should proceed only after detailed 
investigation and discussions in Sri Lanka with appropriate Government 
officials and close examination of production and marketing feasibility. 
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